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EDITORIAL DEPARTMENT NOTE 

The use to which accounting information is put by business exec- 
utives is always an interesting topic. Some executives are guided by 
such data much more completely than others. Some businesses are so 
organized that the accounting division is much better able to collect, 
summarize, and report the information desired than is the case in other 
concerns. The cost of digging out the information needed is always 
a major consideration. Today, more than ever before, there is greater rec- 
ognition of the value of data to be secured from the records and an 
appreciation of the necessity of so organizing the accounting technique 
and procedure that the information needed for management purposes 
may be made available when needed and at as low a cost as possible. 

The author of the current publication, Ernest F. DuBrul, writes from 
an experience as a manufacturer and an association executive. This in 
turn was built u an education which specialized on economics. He 
has been genera gy sd of the National Machine Tool Builders’ 
Association since 1920. For two years (1902-4) he was commissioner of 
the National Metal Trades Association. His manufacturing experience 
includes some twenty years as secretary, then vice-president and finally, 
until 1919, president of the Miller, DuBrul & Peters Mfg. Co., manu- 
facturer of cigar and cigarette machines, and since 1909 president of the 
Pyro Clay Products Co., Oak Hill, Ohio. He has been notably active 
in business and civic affairs of Cincinnati, where he was born and where 
he has since resided substantially without interruption, and he is a 
national figure in economic, statistical, trade and cnemneering association 
pero His articles have been published by all the leading business 

tions. 

This paper was presented at a recent meeting of the Cincinnati 

Chapter of the National Association of Cost Accountants. 


ACCOUNTING INFORMATION FOR THE EXECUTIVE 
Goop ACCOUNTING 


Men start business enterprises with but one object, namely, 
to make profits. There is only one way to tell whether that object 
is being attained or not, and that is by accounting. Hence, the 
accounting function is a major function in any business. The 
accounting function is of as much importance as that of the sales 
manager or the superintendent. In some cases, the executive seems 
to think that all he needs is a statement carrying some figures that 
purport to show losses and gains once a year. Such an executive 
will tell you that he has no cost system, and does not need one. 
But he fails to tell you how to figure loss and gain in the absence 
of a figure for cost. 

ake the first function of accounting, the determination of 

Profits. If deficiencies in the system lead to overstatement of 

profits, the income tax of 1314% on the overstatement is simply 

pocketed by the government, to the loss of the stockholders. It is 

not the government’s business to instruct tax payers in bookkeep- 
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ing. Once paid in, it costs a lot of money to get the overpeymaes 
back, especially if the tax payer’s own records can be cited against 
his contention. 

On the other hand, if the records are so inaccurate as ignor- 
antly to understate profits, the government auditors are sure to 
tell the taxpayer it is his business to keep proper records. Tax 
auditors have in many such cases turned about and overstated the 
profits, taxed the fictitious profits, and left the taxpayer the choice 
of paying the illegally assesed tax, or fighting a claim at great 
expense, with poor accounting as his only support. 

The importance of sound accounting is becoming recognized to 
a greater and greater extent each year. It is significant that the 
course of study in our high schools of business administration gives 
much time to the subject of accounting in its various phases and 
uses. In time, the graduates of such schools will be holding posi- 
tions of authority and responsibility. These men are taught early 
that it is well to have a strong desire to know many things about 
a business, and they will call on their accounting departments to 
turn in reports of the kind from which the successful executive 
can learn the things he ought to know. 

Some one has defined the functions and work of a manager 
by three short phrases—to organize, to deputize, and to supervise. 
The first two are preliminary and occasional, but the function of 
supervision is continuous. It is obvious that after a manager has 
picked his organization and assigned to his staff their duties, re- 
sponsibilities, and authority, if he is to supervise them properly he 
must know what they are doing. In a small concern he can learn 
this by his own observation, and can keep a picture of their per- 
formance in his mind. But as a concern grows, it is naturally 
impossible to do this. To manage a large concern with certainty, 
the manager must be able to judge the work of every one, includ- 
ing himself, by impersonal and impartial records of results, and 
not by hunches, alibis, and promises. 

We have not, however, passed entirely out of a very primitive 
stage in accounting, even in establishments of considerable size. 
In many a shop where a detailed drawings system has been highly 
developed for years, the manager is content to secure a general 
picture of his business operations only at the end of a fiscal year, 
and cares nothing for a detailed monthly analytical statement. 

Good periodical reports give a manager a series of pictures of 
what the different subordinate department heads have done from 
time to time. From these reports the manager can tell how his 
policies are carried out and can judge wherein the policies them- 
selves are succeeding or failing. The manager ought to know 
enough about accounting to be able to determine the adequacy of 
the reports in order to see that he gets the right sort, and to be 
able to use them when they are provided in proper form. 

Lacking knowledge of what he “ught to have, he may be con- 
tent with reports that do not give him all the necessary information, 
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@ he may be satisfied with reports that give it piecemeal, in a 
disjointed fashion that wastes his time in tying it together. Then, 
too, he may depend too much on the judgment of some one who 

install a system of records and reports that are too elaborate 
va give unnecessary detail. Many an accounting system of that 
very kind has been installed for a manager who did not know much 
about accounting. Many a concern has been wrecked by an accu- 
mulation of trouble that could have been recognized and could have 
been eliminated had the management known how to use and inter- 
pret reports that were available. 

A good executive wants to know not only the amount of loss 
or gain, but also the source of that loss or gain. He knows that it 
is dangerous to have unsuspected leaks and losses start and grow 
without some effort to stop them. He wishes to know the source of 
gains, so that he can put his effort on the profit making things, 
and push them to the limit instead of wasting time and money 
trying to push something that pays .ittle or no profit. He cannot 
segregate losses or profits by source, unless he has accounts that 
analyze costs by source, sales by source, and expenses by source. 
So he needs departmentalized accounts, and control accounts. 

Control accounts should be, but often are not, provided for 
commitments, or contracts for materials, as well as for inventories 
of goods already received or put in transit. Inventory control ac- 
counts should be provided for Raw Materials, Goods-in-Process, 
Finished Parts, and Finished Product. These should be system- 
atically related so that the manager can tell if any of them are 
getting out of balance with each other, or with sales. Only then 
can the manager keep things from going wrong, and avoid trouble. 
Many a business has been crippled or wrecked by lack of such 
control. If it were very difficult to set up such controls, it might 
be an acceptable alibi to say that such trouble could not be avoided. 
But such control is so easy to organize, that such an alibi is accepted 
by only the most credulous nowadays. 

Many a manager should get some records daily that he now 
gets only monthly; many essential records should be produced 
promptly that are produced too late to be of much value. 


BUDGETS 


_ The pressure of competition makes it more and more neces- 
sary for management to look forward into the future, so business 
en has taken up the budgeting of the future. The budgeted 

ess will generally be better managed than the business whose 
reports deal merely with past or historical facts. The budgeted 

ness, of course, secures frequent reports of past performance 
a8 a check on how the budget is working out and how it must be 
modified according to circumstances. Running a business on a 
budget is like runing a train on schedule. Making a time table 
is one thing, but sometimes trains get delayed and a given train’s 
schedule must be modified from the point of delay onward. No 
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sensible budget will be inflexible, any more than a train schedule 
is inflexible. In each case the program is subject to modifications 
at times. It is a mighty small, one-track, one-train railroad that 
can allow its single engineer to make up his own schedule ag he 
along. The minute it becomes a two-train road, somebody 
to give the engineers a schedule of meeting points and speeds, 
The ~ ran the traffic, the more elaborate must be the system of 
control. 

So with production and financial schedules in industrial estab. 
lishments. In a little establishment one man can keep that schedule 
in his head, but if two men have to fit their schedules together, 
some one person must tell them what they have to do in tying up 
their schedules. The bigger the shop, the more elaborate must 
the system be. 


CHARTS 


No ship captain would be content with a mere record of his 
observations, when he determines his position each day. He plans 
his course ahead on a map. He records his day’s position in his 
log book, but he also spots it on the map. That map is a graphic 
picture of the actual progress of the voyage, compared with the 
planned progress. In big ships there is a chart room, up close to 
the captain’s quarters. 

Good charts are valuable aids to business captains, but only the 
most advanced have been using charts that give them good graphic 
pictures of their business progress. This condition, however, is 
changing, and the use of business charts is growing. There are 
no facts more susceptible of charting than accounting facts and 
in no place can charts be used to better advantage than in account- 
ing. Yet there probably is no class of men who use charts less than 
accountants do. 

It seems to me that herein lies a large oportunity for account- 
ants to increase the value of their work to their employers and the 
value of their positions to themselves. I am sure this would be 
true in mechanical concerns where drawings are accepted as indis- 

nsable touls of management. The executive who is used to read- 
= drawings is very likely to give better pay to an accountant 
who can give him pictures of facts instead of giving him only 
columns of figures. A good chart will mean much more to that type 
of executive than the figures will. 

But the accountant who knows nothing of charts and charting 
should not lightly enter on a charting spree; that might be costly 
to his employer and it might defeat the object of making charts, 
which is to improve the service rendered by the accountant. Since 
charting business facts is in its infancy, it is well to study a good 
book of charts. Several good books on this subject are available, 
among which may be mentioned the following: “Charts and 
Graphs,” by Karl Karsten; “Graphic Charts in Business,” by Allan 
C. Haskell ; “Graphic Statistics in Management,” by Wm. H. Smith, 
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and “The Gantt Chart,” by Wallace Clark. All of these are for 
the most part descriptive and can be mastered by any one with 
sense enough to be a good accountant; one who cannot absorb them 
has no business to try to do accounting work. While in some of 
them there are highly technical features such as the mathematics 
of charting, the descriptive parts are not at all mathematical, and 
there need be no “bogie” fear of any real accountant’s failure to 
master these parts of the book. 


RaTIO STUDIES 


There are some important kinds of information that can be 
drawn from any set of books, however poorly planned, but not 
many accountants are drawing this valuable information from the 
books they keep. Here again I wish to recommend the study of 
two good books that will help any man to be a more valuable 
accountant. Both are written by James H. Bliss, comptroller of 
Libby, McNeill & Libby. Their titles are “Management Through 
Accounts,” and “Financial and Operating Ratios in Management.” 

Not many accountants seem to know that scientific students 
of credit and management have during the last few years developed 
avery simple technique for judging the credit status of a concern 
from its statements. Probably all of you have heard the funda- 
mentals of credit described as the three C’s—Character, Capacity, 
and Capital. It is rather difficult to judge character, a purely 
moral element, from a statement. except where one may become 
suspicious that certain things in a statement seem to be out of 
line. But it is quite easy to arrive at a fair judgment of the 
capital and capacity factors of a risk by analysis of statements 
from year to year, by the method of ratio analysis. A business 
that is not a good credit risk is not a good investment. So, it follows 
that the same method used by a credit man for judging the finan- 
tial health and progress of a business can well be used by the 
executive of that business for the same purpose. 

While a larger number of these ratios can be used by an 
executive to advantage, the credit man finds need for only eight 
in judging a risk. Four of these apply to capital conditions, and 
the other four reflect the capacity factor. The four Capital Ratios 
are: 


1. The Current Ratio, i. e. Current Assets divided by 
Current Liabilities ; 

2. Receivables divided by Merchandise; 

8. Net Worth divided by Total Debt; 

4. Net Worth divided by Fixed, or Non-Current Assets. 


The four Capacity Ratios are: 
1. Sales divided by Receivables; 
2. Sales divided by Merchandise; 
8. Sales divided by Net Worth; 
4. Sales divided by Fixed, or Non-Current Assets. 
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One evening would be too short to discuss very fully these 


ratios and their significance, but this is a good place to - 
accountants to make a practice of figuring at least these Pr 
ratios every month, and of putting them on charts for their exee. 7 the 
utives. It is best to use logarithmic or semi-logarithmic charts, prc 
putting the sales or capacity ratios together on one chart, and the she 

capital ratios together on another. This will give immediate com. 
parison of the significant ratios without tangling up the curves ma 
very much. Using four colors of ink in each set of four curves fins 
will help. The best colors to use are black, blue, red, and green. to : 

In figuring the Sales Ratios it is best to take a twelve months’ 
moving total of sales as the numerator. At the end of the fiscaj abl 
year this gives the ratio for the accounting period. At inter. dep 
tos 
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inediate months it reflects the cumulative action of the preceding 

twelve months’ sales in relation to the current month’s divisors. 

Prorated depreciation must be deducted currently each month from 

the figure of fixed assets, which is easy if the accounts are set u 

every, and if depreciation is currently charged to cost, as it 
d 


The charts shown herewith give the most important ratios 
made up from the annual reports of a company which experienced 
fnancial trouble, leading to suspension of dividends and almost 
to a receivership. 

On Chart 1, page 943, I have not charted the Sales to Receiv- 
ables Ratio, which gives a test of how effectively the collection 
department is doing its work. It was so steady in this case as 
toshow nothing but good collections. But I have added two others, 
viz. “Sales to Total Assets,” and “Sales to Debt,” so I have five 
Sales Ratios on this chart. These ratios are indexes of the sales 
productivity of the Net Worth, Fixed Assets, Inventories, Total 
Assets, and Debt. A rising trend in any of these ratios is consid- 
ered as a favorable indicator, and a falling trend is unfavorable. 
I have also included a sales line, for better comparison. Since 
itis more important to call the executives’ attention to relative 
changes in these ratios than to absolute changes, the logarithmic 
scale is used on the chart for this and other reasons that need 
not be discussed here. 

A curve of ratios between two series of items will rise with a 
relative increase in the numerator compared to the denominator, 
and will fall with the development of the opposite relationship. 
Therefore, although both elements may increase as compared with 
a previous period, if the relative increase in the denominator is 
the faster, then the ratio will fall. Conversely, though both ele- 
ments might decrease, if the relative decrease in the denominator 
is the faster, the ratio will rise. 

Precisely on that account, the ratio is more significant to the 
executive than are the individual factors of which it is composed. 
If his sales are increasing, the executive may find it desirable to 
increase either inventories or plant, to take care of the increases 
in sales. But if that increase in assets does not produce as good 
or better sales ratio, he has weakened his position. It happened 
in the case before us that the sales decreased while both fixed 
assets and inventories increased, which made the drop in these 
sales ratios all the more significant. Worst of all, in this case, 

increase in assets was obtained by investing large amounts of 
borrowed money in those assets. Consequently the curve of the 
Sales to Debt Ratio shows a very striking and much faster fall 
than that of any other ratio here used. The monthly development 

these curves alone would be quite enough to put any good exec- 
utive on notice that dangerous symptoms were developing. 

Notice how similar the sales curve is to the Sales Ratio curves, 
but notice also that the ratio curves sometimes diverge from the 
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direction of the sales curve. Notice also the difference in spread 
between the top and bottom curves in 1917 and 1925. All these 
= are significant, but time does not permit a full discussion, 

n the chart of the Capital Rates (see Chart 2, page 945) 
I have also placed the Sales Curve for comparison, and to show 
how much more the capital ratios changed than the Sales did, 
and at different years. 

Note the Current Ratio. The rule of thumb, i. e. 2 for 1, is 
the only one about which many people seem to have heard any- 
thing. It does not get down to 200%, and taken all by itself, 
would not give much warning to the man who knew only the old 
- rule of thumb—including the banker’s in this case. 

But Current Assets include inventory, and if inventory is not 
sold faster than debts are piled up, there will be no funds to pay 
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debts. So we take another Ratio of Liquid Assets to Current 
Liabilities and this tells a clearer story. At the end of 1920 there 
were less liquids than debts, after a good big year’s sales, and a 
qreditors’ committee took charge a little later. The marked im- 
provement in these two current ratios was due to the funding of 
current debts by creditors taking bonds in payment of notes and 
accounts. There was also some reduction of current debt, some 
iquidation of inventory, some increase in Receivables, all of which 
ected these ratios. 

The Worth-Debt Ratio tells a sad story. In 1917 the Worth 
was 6.4 times the debt, but in 1922 it was only 1.6 times the debt. 
In other words, in 1917 the stockholders owned nearly 6% times 
as much as the creditors owned of the assets; but in 1922 the 
stockholders owned only a little more than 11% times as much as 
the creditors did. It was no wonder that the creditors stepped 
in and displaced the management that had put the company in the 
position of not being able to pay back the money borrowed at 
the time payment had been promised. The creditors were un- 
willing partners. The upturn in 1923 was due to paying off debt 
out of proceeds of inventory and plant liquidation, and not out of 


profits. 

The Ratio of Worth to Fixed shows partly how the concern 
got into this situation. A big program of plant expansion caused 
part of the trouble. While both Net Worth and Fixed Assets 
increased from 1917 to 1920, Fixed increased faster than Worth 
during those years. Then in 1921 Fixed increased, but at a slower 
rate, while Worth was decreased by operating and inventory 
losses. In 1922 both decreased, but Worth decreased faster than 
Fixed. In 1923 both decreased again, but Fixed decreased faster 
than Worth, due to the sale of real estate, so the curve took a turn 
up. In 1917 the Net Worth was 2.3 times the Fixed Assets, and 
in 1923 it was only 1.25 times. In other words, in 1917 the stock- 
holders owned their plant and besides owned clear current assets 
valued at 180% of the plant values. But in 1923, while the stock- 
holders owned more plant, their equity in the current assets was 
only 25% of the plant values. Hence, as the creditors pressed 
for payment, the stockholders suffered severely, since they had 
such a slim margin of current assets to go on. 

The Receivables to Merchandise ratio tells another sad story. 
It shows injudicious investment in inventories, coupled with falling 
sales. In 1918 and 1919 sales fell, but inventories increased. In 


1920, although sales rose, inventories rose faster. In 1921 sales 


fell faster than inventories, and in 1922 and 1923 inventory fell 
ilightly but sales picked up, showing the turn in the ratio. In 
connection with the Sales to Merchandise curve, this is a picture 
of a very bad inventory control. 

These charts show that the accountant can do much for a 
etal executive by placing precisely such facts before him. 
By ng the facts the executive will have a plain picture of 
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the effects on the business which given policies are produ 

tending to produce. With such pictures before ody it woul be 
a very poor executive who did not recognize his trends long before 
they became dangerous. Without such pictures he might easily be 
deceived into thinking that the business was going along well, 
The real facts are not apparent in the figures alone. But they are 
very plain when the ratios are taken, and particularly when these 
ratios and other data are plotted on a chart of the right kind. 
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